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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 602

[TD 8940]

RIN 1545-AY73

Purchase Price Allocations in Deemed
and Actual Asset Acquisitions

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations and removal of
temporary regulations.

SUMMARY: This document contains final
regulations relating to deemed and
actual asset acquisitions under sections
338 and 1060. The final regulations
affect sellers and buyers of corporate
stock that are eligible to elect to treat the
transaction as a deemed asset
acquisition. The final regulations also
affect sellers and buyers of assets that
constitute a trade or business.

DATES: Effective Date: These regulations
are effective March 16, 2001.
Applicability Dates: For dates of
applicability of these regulations, see
§§1.338(i)-1 and 1.1060-1(a)(2).
FOR FURTHER INFORMATION CONTACT:
Richard Starke of the Office of Associate
Chief Counsel (Corporate), (202) 622—
7790 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information
contained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C.
3507(d)) under the control number
1545-1658.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless it displays a valid control
number assigned by the Office of
Management and Budget.

The collections of information in
these regulations are in §§1.338-2(d),
1.338-2(e)(4), 1.338-5(d)(3), 1.338—
10(a)(4), 1.338(h)(10)-1(d)(2), and
1.1060-1(e)(ii)(A) and (B). The
collections of information are necessary
to make an election to treat a sale of
stock as a sale of assets, to calculate and
collect the appropriate amount of tax in
a deemed or actual asset acquisition,
and to determine the bases of assets
acquired in a deemed or actual asset
acquisition.

These collections of information are
required to obtain a benefit. The likely
respondents and/or recordkeepers are

small businesses or organizations,
businesses, or other for-profit
institutions, and farms.

The regulations provide that a section
338 election is made by filing Form
8023. The burden for this requirement is
reflected in the burden of Form 8023.
The regulations also provide that both a
seller and a purchaser must each file an
asset acquisition statement on Form
8594. The burden for this requirement is
reflected in the burden of Form 8594.
With respect to Form 8023, the IRS
estimated that 201 forms would be filed
each year and that each taxpayer would
require 12.98 hours to comply. With
respect to Form 8594, the IRS estimated
that 20,000 forms would be filed each
year and that each taxpayer would
require 12.25 hours to comply. These
estimates have been made available for
public comment and no public
comments have been received.

The burden for the collection of
information in § 1.338-2(e)(4) is as
follows:

Estimated total annual reporting/
recordkeeping burden: 25 hours.

Estimated average annual burden per
respondent/recordkeeper: 0.56 hours.

Estimated number of respondents/
recordkeepers: 45.

Estimated annual frequency of
responses: On occasion.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service, Attn: IRS
Reports Clearance Officer,
W:CAR:MP:FP:S:0, Washington, DC
20224, and to the Office of Management
and Budget, Attn: Desk Officer for the
Department of the Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. 6103.

Background

On August 10, 1999, the IRS and the
Department of Treasury (Treasury)
published a notice of proposed
rulemaking in the Federal Register
(REG-107069-97, 64 FR 43462 (1999-36
L.R.B. 346)) containing proposed
regulations under sections 338 and 1060
of the Internal Revenue Code of 1986.
On January 7, 2000, the IRS and
Treasury published temporary
regulations in the Federal Register
(REG-107069-97, 65 FR 1236 (2000—4
L.R.B. 332)) that are virtually the same
as the proposed regulations published

on August 10, 1999. The preamble to the
temporary regulations notes that the
proposed regulations generally were
favorably received and that the IRS and
Treasury believe that the proposed
regulations provided clearer guidance
and better rules than the prior
regulations under sections 338 and
1060. However, the preamble also notes
that the comments received warranted
further consideration.

Explanation of Provisions

In general, the final regulations
adopted herein are very similar to the
proposed and temporary regulations in
their organization and substance.
However, changes have been made in
several areas, largely in response to the
comments received. The principal
changes are discussed below, in the
order in which they appear in the
regulations.

Insurance Transactions

Although section 338 treats a target as
having sold all its assets in the deemed
asset sale, proposed § 1.338-1(a)(2)
provides that other rules of law may
characterize the transaction as
something other than or in addition to
a sale and purchase of assets. Proposed
§ 1.338-1(a)(2) states: “[flor example, if
target is an insurance company for
which a section 338 election is made,
the deemed asset sale would be
characterized and taxed as an
assumption-reinsurance transaction
under applicable Federal income tax
law.” Several comments urged removal
of the quoted sentence in the final
regulations and recommended that the
treatment of transactions involving
insurance companies under section 338
be reserved pending more complete
analysis and guidance. The IRS and
Treasury believe that generally it is
appropriate to view the deemed asset
sale by an insurance company as
involving an assumption-reinsurance
transaction and, therefore, have retained
the sentence in the final regulations.
The IRS and Treasury, however, intend
to provide additional guidance in a
separate project.

Residual Method Anti-abuse Rule

The proposed regulations include a
new anti-abuse rule intended to prevent
taxpayers from changing the results of
applying the residual method by
engaging in transactions that have a
transitory economic effect with respect
to the ownership or use of assets. The
anti-abuse rule is intended to apply only
to an asset transfer exhibiting objective
characteristics suggesting the transfer
was engaged in to manipulate the
operation of the residual method.
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Notwithstanding the limited scope of
the anti-abuse rule, several
commentators suggested further limiting
or eliminating the rule. After studying
the comments, the IRS and Treasury
continue to believe that the anti-abuse
rule serves a useful purpose in
protecting the operation of the residual
method. Several changes have been
made, however, to clarify the intended
scope of the rule. Thus, the phrase “to
more than an insignificant extent” is
changed in the final regulation to
“primarily.” This change is meant to
clarify that some continuing use in its
original location of an asset transferred
to or from the target is permitted.

A comment requested that the final
regulations elaborate further on the
statement that the Commissioner has the
authority to make appropriate
correlative adjustments and that the
final regulations include an example.
The final regulations do not do so,
because the nature of any correlative
adjustments would depend on the
particular factual circumstances in
which the rule is applied. Thus, any
additional guidance would provide only
limited assistance. However, the final
regulations state that correlative
adjustments should avoid duplication or
omission of any item of income, gain,
loss, deduction, or basis. See §1.338—
1(c).

Closing Date Issues

Concerns have been raised about the
possibility that buyers can effectuate
transactions outside the ordinary course
of business after acquiring target stock
that, to the detriment of an unsuspecting
seller, must be reported by the seller on
its return, which normally covers the
entire day on which the acquisition
occurs. Some of these concerns derive
from a reading of § 1.1502—76(b) to
preclude operation of the “next day
rule” whenever a section 338 election is
made for a target. The “next day rule”
of § 1.1502-76(b) provides that if, on the
day of a group member’s change in
status as a member, a transaction occurs
that is properly allocable to the portion
of the member’s day after the event
resulting in the change, the member and
all related persons must treat the
transaction as occurring at the beginning
of the following day.

Commentators have suggested that a
purchaser acquiring stock of a
subsidiary member of a consolidated
group could, after acquiring the target
stock, cause the target to sell all of its
assets to another person later on the
closing date and then make a unilateral
section 338(g) election. It is suggested
that the effect of the election is to
preclude the operation of the next day

rule, causing the results of the actual
asset sale to fall onto the selling
consolidated group’s tax return. The IRS
and Treasury do not believe that
§1.1502-76(b), as written, automatically
precludes the operation of the next day
rule in a section 338 context, but
nevertheless have provided a new rule
in these final regulations that requires
the application of the next day rule in

a section 338 context where the target
engages in a transaction outside the
ordinary course of business on the
acquisition date after the event resulting
in the qualified stock purchase (QSP).
See §1.338-1(d).

Purchase Definition

Proposed § 1.338-3(b)(2) provides
rules concerning the definition of a
“purchase” that require more than a
nominal amount to be paid for the stock
of the target. Several comments
requested reconsideration of the
proposed rule. Accordingly, in the
temporary regulations, at § 1.338—
3T(b)(2), a definition is given for the
term purchase of target affiliate, while
the definition of the term purchase of
target is reserved. The final regulations
include a single definition of purchase
applicable to both targets and target
affiliates, which definition generally
conforms to the definition of purchase
of target affiliate in the temporary
regulations. Under this definition, stock
in a target (or target affiliate) may be
considered purchased if, under general
principles of tax law, the purchasing
corporation is considered to own stock
of the target (or target affiliate) meeting
the requirements of section 1504(a)(2),
notwithstanding that no amount may be
paid for (or allocated to) the stock.

Transactions After QSPs

Since 1995, the regulations under
section 338 have provided special rules
that apply, by virtue of section 338, to
certain transfers of target assets
following a QSP of the target’s stock if
a section 338 election is not made for
the target. These provisions modify the
normal operation of the continuity of
interest requirement under section 368
and the interpretation of the term
shareholder for purposes of section
368(a)(1)(D), as applied to certain
taxpayers. These rules were adopted to
effectuate Congressional intent, in
replacing former section 334(b)(2) with
section 338, that the deemed sale results
provided by section 338 not be available
through transactions within the
purchasing group after the acquisition.
In the final regulations, these rules are
located at §1.338-3(d).

The 1995 amendments did not
provide any special rule to modify the

application of the statutory
requirements for reorganizations under
section 368(a)(1)(C). However, the
considerations that justify the modified
application of the continuity of interest
rule and the shareholder definition for
“D” reorganizations also justify an
analogous modification of the “solely
for voting stock’ requirement for post-
acquisition “C” reorganizations.
Accordingly, the final regulations
provide that consideration other than
voting stock issued in connection with
a QSP is ignored in determining
whether a subsequent transfer of assets
by the target corporation to a member of
its new affiliated group satisfies the
solely for voting stock requirement of a
“C” reorganization. See §1.338-3(d)(4).

Treatment of Liabilities

The proposed regulations eliminate
the prior distinction between “modified
aggregate deemed sale price” (or
MADSP) and “‘aggregate deemed sale
price” (or ADSP), a distinction that
appeared to have been based on the
premise that the new target generally
will not bear the tax liability for the
deemed sale where a section 338(h)(10)
election is made, but that it generally
will bear the liability where a section
338 (but not section 338(h)(10)) election
is made. However, these generalizations
were not universally correct in either
situation. Proposed §§1.338—4 and
1.338-5 clarify the treatment of taxes as
liabilities in computing ADSP and
“adjusted grossed-up basis’”’ (or AGUB).
Commentators asked for further
clarification of the standards for taking
certain taxes into account. Rather than
providing more specific guidance,
which would be inconsistent with the
overall philosophy of deferring to
general tax principles governing actual
transactions, the final regulations
further simplify the discussion of
liabilities. Except for the fact that new
target remains liable for old target’s tax
liabilities (see § 1.338—1(b)(3)(i)) and
that a buyer’s assumption of a seller’s
income tax liability with respect to the
sale causes the consideration to ‘“‘gross
up” or “‘pyramid,” a tax liability is like
any other type of liability and the status
of any particular type of tax liability as
a liability includible in ADSP or AGUB
should be determined under general
principles as applied to the facts
relating to the incidence of the tax
liability.

Valuation Rules

Proposed § 1.338-6(a)(2)(iii) retains a
statement from prior versions of the
regulations that “[i]n certain cases the
IRS may make an independent showing
of the value of goodwill and going
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concern value as a means of calling into
question the validity of the taxpayer’s
valuation of other assets.” This
authority was intended to provide a
means of ensuring that taxpayers do not
overvalue assets in higher classes that
are allocated consideration before the
residual class. As a factual matter, the
IRS and Treasury understand that a low
(or no) allocation to goodwill and going
concern value may result from causes
other than a taxpayer’s overvaluation of
assets in higher classes. Moreover, the
IRS and Treasury accept the soundness
of the fundamental premise of the
residual method that goodwill and going
concern value are the most difficult
assets to value independently and that
their value should be computed as the
residue after all other assets are valued.
The final regulations delete the sentence
about valuing goodwill and going
concern value. Under the final
regulations, the IRS retains the ability to
challenge a taxpayer’s valuation of
assets in Classes I through VI, but will
do so on grounds consistent with the
residual method of allocation.

Top-Down Allocation

Changes to the rules for allocating
purchase price to the stock and assets of
lower tier subsidiaries were not
proposed, although, as noted in the
preamble to the proposed regulations,
considerable study was given to
alternative approaches. Comments were
requested, but none was received, and
the IRS and Treasury to date have been
unable to develop a fully successful
alternative. Accordingly, the final
regulations continue to apply the “top-
down” allocation system, under which
the stock of a lower tier subsidiary is
allocated purchase price in the general
asset category (now Class V) and the
deemed purchase price of its assets is in
turn computed from that stock price and
then allocated within the subsidiary.

In the final regulations, the scope of
Class II assets described in §1.338—
6(b)(2)(ii) is modified to provide that
Class II assets do not include stock of
target affiliates, other than actively
traded stock described in section
1504(a)(4) (certain preferred stock).
Instead, stock of target affiliates is
included in Class V. This would
exclude target affiliate stock from Class
IT where the target holds an 80 percent
or greater interest in the target affiliate
but a minority interest in target affiliate
stock of the same class is actively
traded. It is not clear that the trading
price for shares of a class of stock less
than 20 percent of which is in the hands
of the public, and which consequently
may experience thinner trading
volumes, necessarily is indicative of the

fair market value of the 80 percent or
greater majority interest.

Class III Assets

Proposed § 1.338-6(b)(2) provides that
Class III assets consist of ““accounts
receivable, mortgages, and credit card
receivables from customers which arise
in the ordinary course of business.”
Comments suggested that these
categories were too limited. Under the
rationales expressed in the preamble to
the proposed regulations, the IRS and
Treasury believe that other types of debt
instruments, and even other types of
assets, should be included in Class III.
As revised in the final regulations, Class
IIT assets generally consist of assets that
the taxpayer marks to market at least
annually and debt instruments
(including receivables). However, debt
instruments issued by related parties,
and certain contingent payment and
convertible debt instruments, are not
included in Class III.

First Year Price Adjustments

Proposed § 1.338-7 provides rules for
allocating the ADSP or AGUB when
increases or decreases are required after
the close of new target’s first taxable
year. For increases or decreases required
before the end of new target’s first
taxable year, proposed § 1.338—
4(b)(2)(ii) provides that “[i]ncreases or
decreases with respect to the elements
of ADSP that are taken into account
before the close of new target’s first
taxable year are taken into account for
purposes of determining ADSP and the
deemed sale tax consequences as if they
had been taken into account at the
beginning of the day after the
acquisition date.” Proposed §1.338—
5(b)(2)(ii) contains a similar rule for
redeterminations of AGUB. These rules
originated in predecessor versions of the
regulations under section 338.

Although no commentator requested
removal of these rules, one comment
highlighted the difficulties posed for the
seller in section 338(h)(10) transactions
in applying a rule based on new target’s
year-end, and requested relief. After
reviewing this comment, the final
regulations remove the rules providing
special treatment for changes in ADSP
or AGUB occurring before the close of
new target’s first taxable year. Instead,
the general rule in § 1.338-7 governs the
allocation of all changes in ADSP or
AGUB after the acquisition date. This
change is consistent with the IRS’s and
Treasury’s expressed intent in drafting
the proposed regulations to eliminate, to
the extent possible, any special
accounting rules in the section 338
regulations, as it should result in

treatment more consistent with that of
an actual asset sale.

Like-kind Exchanges

A commentator suggested that the
final regulations should apply section
1031 to old target in its deemed asset
sale if the purchaser pays for target
stock with property of like kind to old
target’s assets or with cash put in
escrow for a successor to old target to
designate for purchase of assets of like
kind. This rule would be an exception
to the requirement in § 1.338-1(a)(2)
that the transaction between old target
and new target must be a taxable
transaction, and inconsistent with the
requirement of section 338(a)(1) that
target “‘shall be treated as having sold all
of its assets at the close of the
acquisition date at fair market value
* * *» After considering the policy
concerns and the administrative
difficulties in creating and
administering an exception for section
1031 exchanges, the IRS and Treasury
have not adopted this suggestion.

S Corporations

A purchaser may agree to compensate
the sellers of an S corporation target for
adverse tax consequences resulting from
a section 338(h)(10) election. When
more than one shareholder in an S
corporation sells stock in the same
transaction, the different shareholders
may negotiate different prices for their
stock based on varying Federal and state
tax liabilities they will bear as a result
of the transaction. Some commentators
have noted that, in other cases, different
prices may be paid for control
premiums or other reasons. Under
section 1361(b)(1)(D), an S corporation
is permitted to have only one class of
stock. A potential second class of stock
issue arises because the fiction of a
section 338(h)(10) election is that the
target sells its assets to a new target and
then liquidates. Applying that fiction, if
the shareholders are treated as receiving
differing amounts per share in the
deemed liquidation, a second class of
stock could result.

Some commentators have
recommended that the final regulations
clarify that the payment of varying
amounts per share to S corporation
shareholders will not cause the S
corporation to violate the single class of
stock requirement. The final regulations
respond to these comments by including
a statement in § 1.1361-1(1)(2)(v) that
the payment of varying amounts to S
corporation shareholders in a
transaction for which a section
338(h)(10) election is made will not
cause the S corporation to violate the
single class of stock requirement of
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section 1361(b)(1)(D) and §1.1361-1(1),
provided that the varying amounts are
negotiated in arm’s length negotiations
with the purchaser.

One commentator requested
clarification regarding the calculation
and allocation of the purchaser’s AGUB
for a target that was an S corporation
that owned a qualified subchapter S
subsidiary (QSub), where the QSub
status does not continue after the
acquisition date and the QSub is treated
as becoming a separate subsidiary of
new target. Although the regulations
require allocation of the AGUB among
the target’s assets held at the beginning
of the day after the acquisition date,
they also require results consistent with
those that would occur if the parties had
actually engaged in the transactions
deemed to occur because of section
338(h)(10), and taking into account
other transactions that actually occurred
or are deemed to occur. See
§1.338(h)(10)-1(d)(9). An actual sale of
the assets of the S corporation target,
including the stock of the QSub, to a
corporation would be treated as a sale
by the S corporation of all of its assets,
including those of the QSub. If the QSub
status does not continue after the
acquisition, the buyer would be treated
as forming a new subsidiary containing
the assets held by the former QSub. See
§1.1361-5(b)(3) Example 9.
Accordingly, the AGUB for the former S
corporation target would be allocated
among the assets of the former QSub as
though they were assets of the target,
and then the target would be treated as
having formed a new subsidiary
containing the assets of the former
QSub.

Clarification was also requested
regarding the possibility of making a
section 338(h)(10) election for the sale
by an S corporation of stock of a QSub.
As noted above, Example 9 of § 1.1361—
5(b)(3) indicates that the sale by an S
corporation of all of the stock of a QSub
is treated as an asset sale by the S
corporation to the purchaser of the
QSub stock. No further guidance is
provided in these regulations. The sale
of an 80 percent or greater (but less than
100 percent) interest in the stock of a
QSub is not expected to be a common
transaction because it generally will
result in a taxable transaction with
respect to all the assets of the QSub.

Forms 8023 and 8594

The current temporary regulations
provide that a section 338(h)(10)
election for an S corporation target must
be made jointly by the purchaser and
the S corporation shareholders. These
regulations specifically require
nonselling S corporation shareholders to

consent to the election. See
§1.338(h)(10)-1T(c)(2). However, the
instructions for the election form (Form
8023) do not clearly require the
nonselling shareholders to sign the
election form. Moreover, the prior
regulations were less clear in requiring
nonselling S corporation shareholders to
consent to the election. Commentators
have requested that the IRS recognize
the validity of section 338(h)(10)
elections for S corporation targets even
if not signed by nonselling shareholders.
The IRS will revise Form 8023 to make
clear that nonselling S corporation
shareholders must also sign. The IRS
will recognize the validity of otherwise
valid elections made on the current
version of the form even if not signed
by the nonselling shareholders,
provided that the S corporation and all
of its shareholders (including nonselling
shareholders) report the tax
consequences consistently with the
results under section 338(h)(10). See
§1.338(i)-1(b).

The preamble to the proposed
regulations indicates that the IRS and
Treasury were considering requiring
that the information about the allocation
of ADSP and AGUB currently submitted
on the election form (Form 8023)
instead be submitted by the purchaser
and seller(s) separately on their income
tax returns. Such a change will be
effectuated when Form 8023 is revised.
The information about ADSP and AGUB
will be reported by each party
separately on Form 8594, which also
will be revised. With respect to a
transaction subject to a section 338
election, Form 8594 will be filed with
the income tax returns of the old and
new target for the tax periods including
the deemed sale and purchase. Where
an election under section 338(g) is made
for a controlled foreign corporation
(CFC), the purchaser and seller (or their
U.S. shareholder(s)) will be required to
submit separately, on Form 8594,
information about ADSP and AGUB.
The Form 8594 will be required to be
attached to the last Form 5471 filed by
the seller for old target, and to the first
Form 5471 filed by the purchaser for
new target.

Special Analyses

It has been determined that these final
regulations are not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has been determined that a final
regulatory flexibility analysis is required
for the collection of information in this
Treasury decision under 5 U.S.C. 604.
This analysis is set forth below under
the heading “Final Regulatory

Flexibility Act Analysis.” Pursuant to
section 7805(f) of the Internal Revenue
Code, these final regulations will be
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on their
impact on small business.

Final Regulatory Flexibility Act
Analysis

This analysis is required under the
Regulatory Flexibility Act (5 U.S.C.
chapter 6). This regulatory action is
intended to simplify and clarify the
current rules relating to both deemed
and actual asset acquisitions. The
current rules were developed over a
long period of time and have been
repeatedly amended. The IRS and
Treasury believe these final regulations
will significantly improve the clarity of
the rules relating to both deemed and
actual asset acquisitions.

The major objective of these final
regulations is to modify the rules for
allocating purchase price in both
deemed and actual asset acquisitions. In
addition, these final regulations replace
the general rules for electing to treat a
stock sale as an asset sale.

These collections of information may
affect small businesses if the stock of a
corporation which is a small entity is
acquired in a qualified stock purchase
or if a trade or business which is also
a small business is transferred in a
taxable transaction. Form 8023 (on
which an election to treat a stock sale
as an asset sale is filed) has been
submitted to and approved by the Office
of Management and Budget. With
respect to Form 8023, the IRS estimated
that 201 forms would be filed each year
and that each taxpayer would require
12.98 hours to comply. Form 8594 (on
which a sale or acquisition of assets
constituting a trade or business is
reported) has also been submitted to and
approved by the Office of Management
and Budget. With respect to Form 8594,
the IRS estimated that 20,000 forms
would be filed each year and that each
taxpayer would require 12.25 hours to
comply. These estimates have been
made available for public comment and
no public comments have been
received. The regulations do not impose
new requirements on small businesses
and, in fact, should lessen any
difficulties associated with the existing
reporting requirements by clarifying the
rules associated with deemed and actual
asset acquisitions.

The collections of information require
taxpayers to file an election in order to
treat a stock sale as an asset sale. In
addition, taxpayers must file a statement
regarding the amount of consideration
allocated to each class of assets under
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the residual method. The professional
skills that would be necessary to make
the election or allocate the
consideration would be the same as
those required to prepare a return for
the small business.

Drafting Information

The principal author of these
regulations is Richard Starke, Office of
the Associate Chief Counsel (Corporate).
However, other personnel from the IRS
and Treasury Department participated
extensively in their development.

List of Subjects

26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by removing the

entries for Sections 1.338-6T, 1.338-7T,
1.338-10T and 1.1060—-1T and by
adding entries in numerical order to
read in part as follows:

Authority: 26 U.S.C. 7805 * * * Section
1.338-6 also issued under 26 U.S.C. 337(d),
338, and 1502. Section 1.338—7 also issued
under 26 U.S.C. 337(d), 338, and 1502.,
Section 1.338-10 also issued under 26 U.S.C.
337(d), 338, and 1502.* * * Section 1.1060—
1 also issued under 26 U.S.C. 1060.* * *

Par. 2. In the list below, for each
section indicated in the left column,
remove the language in the middle
column and add the language in the
right column:

Section

Remove

Add

1.56(g)-1(k)(1), second sentence

1.56(g)-1(k)(1), last sentence

1.197-2(e)(1), second sentence

1.197-2(k), Example 6, paragraph (i), last sen-
tence.

1.197-2(k), Example 6, paragraph (ii), second
sentence.

1.197-2(k), Example 6, paragraph (i), last sen-
tence.

1.197-2(k), Example 23, paragraph (iv), first
sentence.

1.338-8(h)(1), last sentence ...........cccceeeveeernnnen.
1.338-9(a), penultimate sentence
1.338-9(b)(1), first sentence

1.338-9(b)(1), last sentence
1.338-9(b)(3)(i)(B)
1.338-9(b)(3)(ii)
1.338-9(b)(4)
1.338-9(f)(2), Example 1, paragraph (a), last
sentence.
1.368-1(a), third sentence
1.368-1(e)(6), Example 4, paragraph (ii), last
sentence.
1.597-2(d)(5)(iii)(B)
1.597-5(c)(3)(i)
1.597-5(d)(2)(i)
1.921-1T(b)(1), A-1, immediately proceding the
penultimate sentence.
1.1031(d)-1T, last sentence
1.1031(j)—1(b)(2)(iii), penultimate sentence

1.1361-4(d), Example 3, third sentence

1.1502-75(K)
1.1502-76(b)(2)(i))(A)(1), last sentence

of §1.338—-6T(b), if otherwise
of §1.338-6T(c)(1) and (2) also
See §1.1060-1T(b)(2)

See §1.338-6T(b)

Under §81.1060-1T(c)(2) and 1.338-6T(c)(1)
See §81.1060-1T(c)(2) and 1.338-6T(b)

(as these terms are defined as in defined in
§1.338-1(c)(13))
nomenclature of § 1.338-1(b) and (c) and

provided in §1.338-1(c)(14),

the deemed sale gain, as defined in §1.338—
3(b)(4),

the deemed sale gain

under 8 1.338(b)-1(e)(2)

reflect deemed sale gain)

under 8§ 1.338(b)-1(e)(2),

and §1.338(b)-1(e)(2)

(k) and 1.338-3T(c)(3)
see §1.338-3T(c)(3) (which

(see §1.338-7T)

under §1.338-6T(b), (c)(1) and (2)
under §1.338-6T(b), (c)(1) and (2)
and §1.338-2T(d)

see §1.1060-1T(b), (c), and (d) Example 1

in §1.338-6T(b), to which reference is made
by §1.1060-1T(c)(2)

Under section 338(a) and §1.338(h)(10)—
17(d)(3).

See §1.338(h)(10)-1T(d)(7) for

See §1.338-10T(a)(5) (deemed

of §1.338-6(b), if otherwise
of §1.338-6(c)(1) and (2) also
See §1.1060-1(b)(2)

See §1.338-6(b)

Under §8§1.1060-1(c)(2) and 1.338-6(c)(1)
See §§1.1060-1(c)(2) and 1.338-6(b)

(as these terms are defined as in defined in
§1.338-2(c)(17))

nomenclature of sentence §1.338-2(b) and
(c) and

provided in §1.338-2(c)(18),

the deemed sale tax sentence consequences,
as defined in §1.338-2(c)(7),

the deemed sale tax consequences.

under §1.338-5(d).

reflect deemed sale tax consequences)

under §1.338-5(d),

and §1.338-5(d).

(k) and 1.338-3(d).
see §1.338-3(d) (which

(see §1.338-7)

under §1.338-6(b), (c)(1) and (2).
under §1.338-6(b), (c)(1) and (2).
and §1.338-2(d)

see §1.1060-1(b), (c), and (d) Example 1.

in 81.338-6(b), to which reference is made
by §1.1060-1(c)(2).

Under section 338(a) and §1.338(h)(10)—
1(d)(3),

See §1.338(h)(10)-1(d)(7) for

See §1.338-10(a)(5) (deemed

Par. 3. Sections 1.338-0 through
1.338-7 are added to read as follows:

§1.338-0 Outline of topics.

This section lists the captions
contained in the regulations under
section 338 as follows:

§1.338-1 General principles; status of old
target and new target.

(a) In general.
(1) Deemed transaction.

(2) Application of other rules of law.

(3) Overview.

(b) Treatment of target under other
provisions of the Internal Revenue Code.

(1) General rule for subtitle A.

(2) Exceptions for subtitle A.

(3) General rule for other provisions of the
Internal Revenue Code.

(c) Anti-abuse rule.

(1) In general.

(2) Examples.

(d) Next day rule for post-closing
transactions.

§1.338-2 Nomenclature and definitions;
mechanics of the section 338 election.

(a) Scope.

(b) Nomenclature.

(c) Definitions.

(1) Acquisition date.

(2) Acquisition date assets.
(3) Affiliated group.

(4) Common parent.

(5) Consistency period.

(6) Deemed asset sale.

(7) Deemed sale tax consequences.
(8) Deemed sale return.
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(9) Domestic corporation.
(10) Old target’s final return.
(11) Purchasing corporation.

12) Qualified stock purchase.
( 3) Related persons.

(14) Section 338 election.

(15) Section 338(h)(10) election.

(16) Selling group.

(17) Target; old target; new target.

(18) Target affiliate.

(19) 12-month acquisition period.

(d) Time and manner of making election.

(e) Special rules for foreign corporations or
DISCs.

(1) Elections by certain foreign purchasing
corporations.

(i) General rule.

(ii) Qualifying foreign purchasing
corporation.

(iii) Qualifying foreign target.

(iv) Triggering event.

(v) Subject to United States tax.

(2) Acquisition period.

(3) Statement of section 338 may be filed
by United States shareholders in certain
cases.

(4) Notice requirement for U.S. persons
holding stock in foreign target.

(i) General rule.

(ii) Limitation.

(iii) Form of notice.

(iv) Timing of notice.

(v) Consequence of failure to comply.

(vi) Good faith effort to comply.

§1.338-3 Qualification for the section 338
election.

(a) Scope.

(b) Rules relating to qualified stock
purchases.

(1) Purchasing corporation requirement.

(2) Purchase.

(3) Acquisitions of stock from related
corporations.

(i) In general.

(ii) Time for testing relationship.

(iii) Cases where section 338(h)(3)(C)
applies—acquisitions treated as purchases.

(iv) Examples.

(4) Acquisition date for tiered targets.

(i) Stock sold in deemed asset sale.

(ii) Examples.

(5) Effect of redemptions.

(i) General rule.

(ii) Redemptions from persons unrelated to
the purchasing corporation.

(iii) Redemptions from the purchasing
corporation or related persons during 12-
month acquisition period.

(A) General rule.

(B) Exception for certain redemptions from
related corporations.

(iv) Examples.

(c) Effect of post-acquisition events on
eligibility for section 338 election.

(1) Post-acquisition elimination of target.

(2) Post-acquisition elimination of the
purchasing corporation.

(d) Consequences of post-acquisition
elimination of target where section 338
election not made.

(1) Scope.

(2) Continuity of interest.

(3) Control requirement.

(4) Solely for voting stock requirement.
(5) Example.

§1.338-4 Aggregate deemed sale price;
various aspects of taxation of the deemed
asset sale.

(a) Scope.

b) Determination of ADSP.

1) General rule.

2) Time and amount of ADSP.
i) Original determination.

ii) Redetermination of ADSP.
iii) Example.

(c) Grossed-up amount realized on the sale
to the purchasing corporation of the
purchasing corporation’s recently purchased
target stock.

(1) Determination of amount.

(2) Example.

(d) Liabilities of old target.

(1) In general.

(2) Time and amount of liabilities.

(e) Deemed sale tax consequences.
(

(

(

(

(

(
(
(
(
(i
(

1
2

f) Other rules apply in determining ADSP.
g) Examples.
h) Deemed sale of target affiliate stock.
1) Scope.
2) In general.

(3) Deemed sale of foreign target affiliate by
a domestic target.

(4) Deemed sale producing effectively
connected income.

(5) Deemed sale of insurance company
target affiliate electing under section 953(d).

(6) Deemed sale of DISC target affiliate.

(7) Anti-stuffing rule.

(8) Examples.

§1.338-5 Adjusted grossed-up basis.

) Scope.
) Determination of AGUB.
) General rule.
) Time and amount of AGUB.
i) Original determination.
ii) Redetermination of AGUB.
iii) Examples.
) Grossed-up basis of recently purchased
stock.
(d) Basis of nonrecently purchased stock;
gain recognition election.
(1) No gain recognition election.
(2) Procedure for making gain recognition
election.
(3) Effect of gain recognition election.
(i) In general.
(ii) Basis amount.
(iii) Losses not recognized.
(iv) Stock subject to election.
(
(
(2

(a
(b
(1
(2
(
(
(ii
(c

e) Liabilities of new target.

1) In general.

) Time and amount of liabilities.

(3) Interaction with deemed sale tax
consequences.

(f) Adjustments by the Internal Revenue
Service.

(g) Examples.

§1.338-6 Allocation of ADSP and AGUB
among target assets.

(a) Scope.
(1) In general.
(2) Fair market value.
(i) In general.
(ii) Transaction costs.
(iii) Internal Revenue Service authority.
(b) General rule for allocating ADSP and
AGUB.
(1) Reduction in the amount of
consideration for Class I assets.

(2) Other assets.

(i) In general.

(ii) Class II assets.

(iii) Class III assets.

(iv) Class IV assets.

(v) Class V assets.

(vi) Class VI assets.

(vii) Class VII assets.

(3) Other items designated by the Internal
Revenue Service.

(c) Certain limitations and other rules for
allocation to an asset.

(1) Allocation not to exceed fair market
value.

(2) Allocation subject to other rules.

(3) Special rule for allocating AGUB when
purchasing corporation has nonrecently
purchased stock.

(i) Scope.

(ii) Determination of hypothetical purchase
price.

(iii) Allocation of AGUB.

(4) Liabilities taken into account in
determining amount realized on subsequent
disposition.

(d) Examples.

§1.338-7 Allocation of redetermined
ADSP and AGUB among target assets.

(a) Scope.

(b) Allocation of redetermined ADSP and
AGUB.

(c) Special rules for ADSP.

(1) Increases or decreases in deemed sale
tax consequences taxable notwithstanding
old target ceases to exist.

(2) Procedure for transactions in which
section 338(h)(10) is not elected.

(i) Deemed sale tax consequences included
in new target’s return.

(ii) Carryovers and carrybacks.

(A) Loss carryovers to new target taxable
years.

(B) Loss carrybacks to taxable years of old
target.

(C) Credit carryovers and carrybacks.

(3) Procedure for transactions in which
section 338(h)(10) is elected.

(d) Special rules for AGUB.

(1) Effect of disposition or depreciation of
acquisition date assets.

(2) Section 38 property.

(e) Examples.

§1.338-8 Asset and stock consistency.

(a) Introduction.

(1) Overview.

(2) General application.

(3) Extension of the general rules.

(4) Application where certain dividends
are paid.

(5) Application to foreign target affiliates.

(6) Stock consistency.

(b) Consistency for direct acquisitions.

(1) General rule.

(2) Section 338(h)(10) elections.

(c) Gain from disposition reflected in basis
of target stock.

(1) General rule.

(2) Gain not reflected if section 338
election made for target.

(3) Gain reflected by reason of
distributions.

(4) Controlled foreign corporations.

(5) Gain recognized outside the
consolidated group.

—_——
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(d) Basis of acquired assets.

(1) Carryover basis rule.

(2) Exceptions to carryover basis rule for
certain assets.

(3) Exception to carryover basis rule for de
minimis assets.

(4) Mitigation rule.

(i) General rule.

(ii) Time for transfer.

(e) Examples.

(1) In general.

(2) Direct acquisitions.

(f) Extension of consistency to indirect
acquisitions.

(1) Introduction.

(2) General rule.

(3) Basis of acquired assets.

(4) Examples.

(g) Extension of consistency if dividends
qualifying for 100 percent dividends received
deduction are paid.

(1) General rule for direct acquisitions from
target.

(2) Other direct acquisitions having same
effect.

(3) Indirect acquisitions.

(4) Examples.

(h) Consistency for target affiliates that are
controlled foreign corporations.

(1) In general.

(2) Income or gain resulting from asset
dispositions.

(i) General rule.

(ii) Basis of controlled foreign corporation
stock.

(iii) Operating rule.

(iv) Increase in asset or stock basis.

(3) Stock issued by target affiliate that is a
controlled foreign corporation.

(4) Certain distributions.

(i) General rule.

(ii) Basis of controlled foreign corporation
stock.

(iii) Increase in asset or stock basis.

(5) Examples.

(i) [Reserved]

(j) Anti-avoidance rules.

(1) Extension of consistency period.

(2) Qualified stock purchase and 12-month
acquisition period.

(3) Acquisitions by conduits.

(i) Asset ownership.

(A) General rule.

(B) Application of carryover basis rule.

(ii) Stock acquisitions.

(A) Purchase by conduit.

(B) Purchase of conduit by corporation.

(C) Purchase of conduit by conduit.

(4) Conduit.

(5) Existence of arrangement.

(6) Predecessor and successor.

(i) Persons.

(ii) Assets.

(7) Examples.

§1.338-9
338.

(a) Scope.

(b) Application of section 338 to foreign
targets.

(1) In general.

(2) Ownership of FT stock on the
acquisition date.

(3) Carryover FT stock.

(i) Definition.

(ii) Carryover of earnings and profits.

International aspects of section

(iii) Cap on carryover of earnings and
profits.

(iv) Post-acquisition date distribution of
old FT earnings and profits.

(v) Old FT earnings and profits unaffected
by post-acquisition date deficits.

(vi) Character of FT stock as carryover FT
stock eliminated upon disposition.

(4) Passive foreign investment company
stock.

(c) Dividend treatment under section
1248(e).

(d) Allocation of foreign taxes.

(e) Operation of section 338(h)(16).
[Reserved]

(f) Examples.

§1.338-10 Filing of returns.

(a) Returns including tax liability from
deemed asset sale.

(1) In general.

(2) Old target’s final taxable year otherwise
included in consolidated return of selling
group.

(i) General rule.

(ii) Separate taxable year.

(iii) Carryover and carryback of tax
attributes.

(iv) Old target is a component member of
purchasing corporation’s controlled group.

(3) Old target is an S corporation.

(4) Combined deemed sale return.

(i) General rule.

(ii) Gain and loss offsets.

(iii) Procedure for filing a combined return.

(iv) Consequences of filing a combined
return.

(5) Deemed sale excluded from purchasing
corporation’s consolidated return.

(6) Due date for old target’s final return.

i) General rule.
ii) Application of § 1.1502-76(c).
) In general.
B) Deemed extension.
C) Erroneous filing of deemed sale return.
D) Erroneous filing of return for regular
tax year.
E) Last date for payment of tax.
7) Examples.
b) Waiver.
1)
2)
3)

(
(
(
(
(
(

Certain additions to tax.
Notification.
Elections or other actions required to be
specified on a timely filed return.
i) In general.

(ii) New target in purchasing corporation’s
consolidated return.

(4) Examples.

§1.338(h)(10)-1 Deemed asset sale and
liquidation.

(a) Scope.
b) Definitions.
1) Consolidated target.
) Selling consolidated group.
) Selling affiliate; affiliated target.
) S corporation target.
) S corporation shareholders.
) Liquidation.
) Section 338(h)(10) election.
1) In general.
(2) Simultaneous joint election
requirement.
(3) Irrevocability.
(4) Effect of invalid election.
(d) Certain consequences of section
338(h)(10) election.

(
(
(
(
(
(
(

(
(
(
(
(
(
(
(
(

(1) P.

(2) New T.

(3) Old T—deemed sale.

(i) In general.

(ii) Tiered targets.

(4) Old T and selling consolidated group,
selling affiliate, or S corporation
sh